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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

MORRI SON, Judge: On Septenber 5, 2008, respondent (the
“I'RS") issued petitioners a notice of deficiency for tax years

2004 and 2005. The notice stated that the IRS (i) determ ned
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deficiencies in tax of $953 for 2004 and $22, 114! for 2005 and
(1i) determned that the Ram gs were |liable for penalties under
section 6662(a)? of $190.60 for 2004 and $4,442.80 for 2005. The
Ram gs tinely filed a petition disputing these determ nations; on
the date of filing, they were Oregon residents.

The Ram gs claimthey are entitled to the follow ng
deductions: (i) $8,781 for 2004 for expenses of a rental
property; (ii) $6,719.43 for 2004 and $6,573.58 for 2005 for
| egal expenses; and (iii) $46,131.40 for 2005 for the
wort hl essness of purported loans. W find that the Ram gs are
entitled to the deductions for | egal expenses but not for the
rental property expenses or the worthl essness of the purported

| oans.

The notice of deficiency and its attached expl anation are
i nconsi stent as to the anmobunt of the deficiency in tax for 2005.
The first page of the notice states that the deficiency is
$22,114. But the attached explanation states that the deficiency
is $22,214. The Ram gs do not assert that this error neans that
$22,114 is the upper bound of the deficiency we can decide in
this proceeding. |In any event, because we find the Ram gs are
entitled to deductions disallowed by the notice of deficiency,
the deficiency we decide will be |less than $22, 114.

2Unl ess ot herwi se indicated, section references are to the
I nt ernal Revenue Code, as anended, effective during the years at
i ssue, and Rule references are to the Tax Court Rules of Practice
and Procedure.
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FI NDI NGS OF FACT

The parties stipulated some facts; those facts are so found.

John C. Ramig® is an attorney; he is licensed in O egon.
After graduating fromthe University of Virginia Law School in
1984, he worked in governnment affairs for alawfirmin
Washi ngton, D.C. Four years later, he noved his practice to the
firms Portland office and after two nore years to anot her
Portland law firm continuing there until 1995.

Ram g is also an entrepreneur. He left lawfirmlife in
1995 to forma startup conpany naned Footwear Specialties
I nternational, which did business as Nautilus Footwear. Ram g
was a mnority owner of Nautilus and its chief executive officer
He continued with Nautilus until 2000, when, as did many
entrepreneurs of the tine, he | ooked to cyberspace.

Together with other nmanagers from Nautilus and a firm
specializing in new internet businesses, Ram g forned shoeS4Wrk,
Inc. He was chief executive officer, a board nenber, and a
mnority shareholder. A “Key Enpl oyee Agreenent” governed his
work as chief executive officer and provided for a $150, 000
annual sal ary.

ShoeSAWrk had two stock classes: comon and preferred.

The preferred stock had a dividend preference and voting rights.

3The issues here involve John C. Ram g's activities. W
refer to John C. and Margaret T. Ram g collectively as “the
Ram gs” and refer to John C Ram g as “Ram g”.
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By March 2002 there were 144,126 shares of common stock and
1,417,391 shares of preferred stock outstanding. Ram g held
40, 000 shares of common stock directly, and he was a one-third
owner of an entity nanmed ShoNovation, which held 44,000 shares of
comon stock. He held no preferred stock.

ShoeSAWrk’ s creators tried to use the internet to sel
safety footwear--mainly steel-toe shoes. One of the conpany’s
strategies was to provide safety information on its website to
attract custonmers. It is unclear whether shoeS4Wrk sold to
enpl oyers or directly to workers.

The begi nning of the m Il enniumwas not an easy tine for
i nternet conpani es, and shoeS4Wrk was no exception. Fromthe
start it constantly needed nore capital. Although it raised
nearly $1.5 mllion, at tinmes it |acked the cash for payroll and
ot her expenses.

In 2001 and 2002 Ram g nade seven purported | oans to
shoeS4Wrk. The record contains seven prom ssory notes, each
corresponding to one of the purported loans. It also contains
ei ght checks docunenting the paynent of the proceeds of the

supposed | oans.* Most of the checks had the printed notation

“There are eight checks and only seven notes because for one
note, dated Aug. 10, 2001, there are tw checks, which add up to
t he amount shown on the note. See table infra.
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“Loan” on the nmenp line.®> Each note called for 12 percent
interest and gave a date on which the note was i medi ately due
and collectible. Only two of the seven notes were signed. Ramg
signed those two notes as shoeSAWrk’s president and chi ef
executive officer. Ramg testified that he nmade the seven
purported loans “in anticipation of being able to raise the
capital to repay [hinself] at sone point in the future.” He
testified that shoeS4Wrk repaid the first three notes (dated
January 22, April 20, and May 1, 2001), which totaled $57, 000,

but did not repay the |l ast four notes (dated July 20, August 10,
and August 13, 2001, and March 5, 2002), which totaled $29, 600.
Besides Ram g’'s testinony that the first three | oans were repaid,
there is no other evidence of repaynent. Under the
circunstances, it is peculiar that Ram g did not have
docunentation fromeither his files or the files of shoeS4Wrk to
corroborate his testinony. This leads to the conclusion that
shoeSAWsrk did not repay any of the loans. The follow ng table

summari zes the seven purported | oans:

°For one of the eight checks (No. 3665 for $15, 000 dated
July 23, 2001), the neno line is blank. For two others (No. 3809
for $3,000 dated Mar. 5, 2002, and No. 3556 for $5,000 dated Jan.
22, 2001), the nmeno line contains the notation “Loan”, but it is
handwitten, not printed.
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Not e Not e Maturity Not e Supposedly Check  Check Check
Dat e Anmount Dat e Si gned Repai d No. Anmount Dat e
1/ 22/ 2001 $5,000 10/31/2001 No Yes 3556 $5,000 1/22/2001
4/ 20/ 2001 2,000 10/31/2001 No Yes 3592 2,000 4/20/2001
5/ 01/ 2001 50, 000 10/ 31/2001 Yes Yes 3604 50, 000 5/02/2001
7/ 20/ 2001 15, 000 10/31/2001 No No 3665 15,000 7/23/2001
8/ 10/ 2001 6, 600 10/31/2001 No No 3674 6, 000 8/10/2001
3675 600 8/10/2001
8/ 13/ 2001 5,000 10/31/2001 No No 3676 5,000 8/13/2001
3/ 05/ 2002 3,000 3/15/2002 Yes No 3809 3,000 3/05/2002

Ram g paid sonme of shoeS4Wrk’s operating expenses, which
i ncl uded postage, office supplies, and sone inventory purchases,
with his credit card. The expenses totaled $11,273.60.° The
Ram gs claimthat the paynments were | oans to shoeS4Wrk and that
it had repaid simlar past advances. But the record includes no
docunents substantiating that shoeS4Wrk either had agreed to

repay the $11,273.60 or had repaid simlar amobunts in the past.

The Ramigs claimthat the total is $11,331.40. But the
anmounts Ram g testified he paid on shoeS4Wwrk’s behal f add up to
$11, 273. 60, $57.80 less than the Ramigs assert. W therefore
find that the paynents totaled $11, 273. 60.

We al so note that one of Ramg’'s credit-card statenents
shows a credit from Kingston MKni ght--an inventory supplier for
shoeS4Work--for $41.80. Although Rami g testified that other
entries on the credit-card statenent for Kingston MKnight
refl ected advances of funds to shoesS4Wrk, he did not testify
about the $41.80 entry. The IRS did not present any evidence--or
any argunent--that the total should be reduced by the $41. 80
entry. Because the parties do not address this credit, we do not
include it in the $11,273.60 that we find Ranmig paid by credit
card.
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ShoeS4AWr k st opped operations in August 2002. It was unable
to rai se enough capital and never achieved profitability. Soon
afterward, it liquidated nost of its tangible assets including
storage racks, inventory, and m scel |l aneous equi pnent. It used
the proceeds to pay suppliers, but it did not pay Ram g.

The Ram gs claimthat they made two ot her sets of paynents
connected with shoeS4Wrk. Between Decenber 2002 and May 2005,

t hey made paynents to Puget Sound Leasing totaling $2,500.” And
they claimto have paid General Mtors Acceptance Corporation
$2, 500.

Shortly before shoeS4wrk shut down, investor Jeannie Lay
and her wholly owned conpany, Hecate, LLC, sued shoeS4Wrk. Her
anended conpl aint naned Ram g, shoeS4Wrk, and five other nenbers
of its board of directors as codefendants. She all eged that
Ram g nade m srepresentations to persuade her to invest in

shoeSAWrk and that shoeS4Wrk' s board failed to supervise Ram g

"The record includes 13 cancel ed checks to Puget Sound
Leasing totaling $2,500. The IRS asserts that the Rami gs paid
Puget Sound Leasing $2,500. The Ram gs assert in their reply
brief that the correct total is $2,700, but this assertion is
unsupport ed.

The parties stipulated the adm ssibility--but not the
accuracy--of a spreadsheet, which is undated and does not reflect
its authorship. The spreadsheet |ists 14 checks purportedly
witten by the Rami gs to Puget Sound Leasing totaling $2,600.
Check No. 4515--dated Jan. 24, 2005, for $100--appears on the
spreadsheet but is not in evidence.

W find that the Ram gs paid $2,500 on the basis of the
cancel ed checks in evidence.
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adequately. Ram g prevailed in the suit but incurred |egal fees,
i ncluding $6,719.43 in 2004 and $6,573.58 in 2005.

ShoeSAWsrk sold its remaining assets in March 2004. The
buyer, SR Footwear, a conpany in which Ramg was a mnority
owner, bought a few renmaining tangible itenms and the nmjor
i ntangi bl e assets such as two domai n nanes; supplier agreenents;
and the shoeS4Wrk website, brand nane, custoner |ist, tel ephone
nunbers, and corporate records. The agreenent contained a |ist
of persons with [iens on shoeS4Wrk’s assets, but Ram g’ s nane
did not appear on the I|ist.

I n exchange for the assets, SR Footwear agreed to nake
contingent paynents to shoeS4Wrk. For every nonth in which SR
Footwear sold 5,000 or nore pairs, it was to pay shoeS4wrk 50
cents for each pair sold that nonth. Paynent was to continue on
these terns up to $100, 000.

To operate SR Footwear, Ram g hel ped find two young
executives, Andrew Macklin and Jason Lacey. The two nen had
degrees in nechani cal engineering. Lacey had worked as a
consultant at Accenture and at a startup nanmed G eenwood
Resources; Macklin had worked at General Electric. The two nen
handl ed finances, narketing, and day-to-day operations.

SR Foot wear focused on different shoes and different

custoners. It sold primarily slip-resistant safety shoes, hence
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t he name, SR Footwear. And instead of industrial workers, it
sold primarily to hospitality and food-service workers.

SR Footwear reached agreenents with a nunber of restaurant
and cof f eehouse franchises to sell shoes to their enpl oyees. The
enpl oyees could go to an SR Footwear website custom zed for the
enpl oyer where they could place orders for shoes and pay through
payrol I w thhol di ng.

As it turned out, however, getting access to enpl oyees and
getting those enployees to buy were different problenms. SR
Footwear’ s sal es never reached the 5,000-pair threshold necessary
to trigger a paynent to shoeS4Wwrk. For that matter, the conpany
never nmade a profit.

Lacey and Macklin saw two solutions to the | agging sal es.
First, they felt SR Footwear needed nore marketing. And second,
they felt it needed to have a |ower priced private-I|abel shoe.
They | ooked to the conpany’s investors for nore capital to
address these issues. The investors, however, balked. And in
response, the two nen left: Lacey in Cctober 2005 and Macklin in
April 2006.

On leaving, neither man held nmuch hope for the conpany’s
future. The investors had been clear that they would not supply
the capital Lacey and Macklin felt SR Footwear needed. And the

i nvestors replaced themw th one person, who both nmen felt was
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unqualified. Ram g agreed with Lacey and Macklin' s eval uation
and believed their exit sealed the conpany’'s fate.

After Lacey and Macklin’s departure, events surroundi ng SR
Footwear are unclear; but by trial, it had stopped operations.

In 2004 Ram g returned to the practice of |law as an enpl oyee
of a Portland law firm Although in the past Ram g had received
| awfirmsal aries through his wholly owned professional
corporation, John C. Ramg, P.C, in 2004 and 2005 he received
his law firmsalary directly.

Meanwhi | e, during 2004 and 2005, Ram g apparently conti nued
to own anot her conpany, Grfield Holdings, LLC, which in turn
apparently owned a rental property in Arlington, Virginia.

Al though the Rami gs’ returns for 2004 and 2005 say that they
were sel f-prepared, they were not. The Ram gs had John Ram g’s
bookkeeper prepare their returns. The bookkeeper was not a
certified public accountant; Ram g originally hired her nerely to
enter information into accounting software. One m stake the
bookkeeper made is relevant here: she did not report the
purported rental -property expenses on the first page of the Form
1040, U.S. Individual Incone Tax Return, for 2004. Because of
this error, the expenses did not affect the taxable income and
tax liability reported by the Ram gs.

On Septenber 5, 2008, the IRS issued a notice of deficiency

for tax years 2004 and 2005. The IRS determ ned deficiencies in
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tax of $953 for 2004 and $22,114% for 2005. The IRS al so
determ ned that the Ramgs were |liable for penalties under
section 6662(a) of $190.60 for 2004 and $4, 442. 80 for 2005.
OPI NI ON

Deducti ons

The parties dispute three deduction issues. First, for 2004
the Ram gs now claimthey are entitled to deduct $8, 781 for
expenses of the rental property in Arlington, Virginia. The
Rami gs did not claimthe $8,781 on their return, nention it in
the petition, or nention it in their pretrial nmenorandum
Second, the Ram gs claimthat they are entitled to deduct | egal
expenses of $6,719.43 for 2004 and $6,573.58 for 2005. And
third, for 2005 the Ramgs claimthat they are entitled to deduct
under section 166 the follow ng amobunts for worthl ess debts:

(1) $29,600 for the unpaid principal of four purported prom ssory
notes, (ii) $11,331.40 for expenses paid by credit card,® (iii)
$2,500 they purportedly paid to General Mdtors Acceptance
Corporation, and (iv) $2,700 paid to Puget Sound Leasing.!® As we
explain below, the Ramgs are entitled to deduct the |egal

expenses but not the other disputed itens.

8See supra note 1.

°The Ram gs, however, paid only $11,273.60, not $11, 331. 40.
See supra note 6.

1The Ram gs, however, paid only $2,500 to Puget Sound
Leasing. See supra note 7.



A. Burden of Proof

The Ram gs have the burden of proving that they are entitled
to the disputed deductions. GCenerally, the taxpayer has the
burden of proving that the determ nations in the notice of

deficiency are wong. Rule 142(a)(1); Wl ch v. Helvering, 290

U.S 111, 115 (1933). Section 7491(a)(1l) shifts the burden of
proof to the IRS if the taxpayer satisfies the conditions in
section 7491(a)(2) and introduces credi ble evidence on factual

i ssues relevant to the taxpayer’s liability for a tax under
subtitle A or B. A taxpayer bears the burden of proving that the
conditions in section 7491(a)(2) are satisfied. See Hi gbee v.

Commi ssioner, 116 T.C. 438, 440-441 (2001). Because the Ram gs

have neither contended nor adduced evi dence that they satisfied
t hese conditions, section 7491(a)(1) does not shift the burden of
proof to the IRS.

B. The Ram gs Are Not Entitled To Deduct Rental -Property
Expenses for 2004.

The Ranmigs claimthat they are entitled to deduct $8,781 for
t he expenses of a rental property, which they say they held
through Garfield Hol dings, LLC. They did not claimthe deduction
on the appropriate place on their return. Nor did they raise the
issue wwth the IRS at the admnistrative level, identify the
issue in their petition, or nove for | eave to anend their
petition under Rule 41. Because the Ram gs neither raised the

issue in their petition nor noved for |eave to anmend their
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petition, we do not consider their entitlenment to the rental -
property expense deduction. See Rule 34(b)(4) (stating that
t axpayers nust include in their petitions “Clear and concise
assignnments of each and every error which [they allege] to have
been commtted by the Comm ssioner in the determ nation of the
deficiency or liability” and that “Any issue not raised in the
assi gnnents of error shall be deened to be conceded”); see also

Funk v. Comm ssioner, 123 T.C 213, 215-216 (2004). OQur refusal

to consider the issue is particularly justified because the issue
is factual and the Ram gs first told the IRS they would raise it

the day before trial. See Estate of Mandels v. Conm ssioner, 64

T.C. 61, 73 (1975) (stating that refusing to hear an issue was
especially justified because it was a factual issue and the IRS
was not aware of it until trial).

The Ram gs clained that the follow ng sentence in the
petition raises the issue: “Petitioners’ [sic] further request
that this Court grant such relief as the Court deens fit and
appropriate herein.” The Ram gs’ counsel described the sentence
as “a catch-all phrase”, which he “always put[s] * * * in.” It
is not, however, a “clear and concise assignnment” of an error by
the IRS with respect to the $8, 781 deduction. See Rule 34(b)(4).
And it does not “enabl e ascertainnent of the issues”. See Rule

34(a)(1).
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The Ram gs al so argue that the I RS was not prejudiced
because their Schedule E, Supplenental |Incone and Loss, reflected
the rental -property expenses on |ine 22. Al though they concede
that their bookkeeper erred by failing to carry the anmount over
to the first page of their Form 1040, they argue that the IRS
shoul d have realized that the bookkeeper made a m stake. But the
Ram gs not only failed to report that the expenses affected their
tax liability; they failed to assert such a claimin audit or on
appeal, and neither their petition nor their pretrial nmenorandum
describes the issue. Understandably, I RS counsel was unprepared
to litigate the issue at trial

W will not consider the rental -property expense deduction
for 2004: the Ramgs did not plead the issue and raised it for
the first tinme at trial

C. The Ramigs Are Entitled To Deduct the Legal Fees Under
Section 162(a).

The Ram gs claimthat they are entitled to deduct, as
ordi nary and necessary busi ness expenses, |egal fees of $6,719.43
for 2004 and $6,573.58 for 2005. These were the fees Ramig
incurred to defend hinmself froma lawsuit by disgruntled
shoeSAWirk i nvestor Jeannie Lay. The IRS argues that the suit
was agai nst Ram g personally--not as chief executive officer of
shoeS4AWirk--and that the expenses of defending the suit were
therefore unrelated to the conduct of a trade or business. As we

explain, the Ramgs are entitled to the deducti ons.
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Section 162(a) allows taxpayers to deduct “all the ordinary
and necessary expenses paid or incurred during the taxable year
in carrying on any trade or business”. Performng services as an
enpl oyee can be a trade or business within the neaning of section

162. See, e.g., Biehl v. Conm ssioner, 118 T.C 467, 477-478

(2002), affd. 351 F.3d 982 (9th Gr. 2003). A taxpayer may
deduct litigation expenses incurred in defending a lawsuit if the
suit “arises in connection with” or “proximately result[s] fronf

the taxpayer’s business. United States v. Glnore, 372 U. S. 39,

47-48 (1963). So the question is whether the |egal fees arose
fromRam g’ s business of perform ng services as an enpl oyee.

The basic test of whether legal fees incurred in defending a
| awsuit arose froma taxpayer’s business depends on whet her the
underlying legal claimoriginated fromthat business. O Milley
v. Comm ssioner, 91 T.C 352, 361-362 (1988). |If the legal claim

arose fromthe taxpayer’s business, the |l egal fees are deductible
regardl ess of whether the taxpayer was still conducting that
busi ness when the fees were incurred. See Ostromyv.

Comm ssioner, 77 T.C. 608, 613 (1981) (allow ng deduction of

expenses paid three years after the business stopped operating).
The cl ai m agai nst Ram g arose from his business of

perform ng services for shoeS4Wrk as an enpl oyee. The conpl ai nt

al l eged that he, as chief executive officer of shoeS4Wrk, nade

m srepresentations and omtted facts about the conpany to
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persuade Ms. Lay to buy shares. It alleged that the other board
menbers were |iable because they “failed to reasonably,
adequately, and properly supervise” his activities. In Gstromuv.

Conm ssi oner, supra at 613, we found | egal expenses of defending

a cl ai m deducti bl e because the claimarose “frompetitioner’s
m srepresentati ons of the conpany’s financial status made
while * * * performng his duties as president and general
manager of the conpany.” Simlarly, we find that the expenses
here are deducti bl e under section 162.

Thus under section 162, the Ramgs are entitled to deduct
$6, 719. 43 for 2004 and $6,573.58 for 2005 as expenses of John
Ram g’ s busi ness of rendering services to shoeS4Wrk as an
enpl oyee.

D. The Ram gs Are Not Entitled to Bad-Debt Deductions.

The Ram gs claimthat they are entitled to deductions for
the worthl essness, in 2005, of the follow ng four categories of
purported debts owed by shoeS4Wrk to Ramg: (i) the unpaid
principal of four of the seven purported prom ssory notes in
evidence, (ii) the expenses Ram g paid by credit card during
2002, (iii) a paynent Ram g clains he made to Ceneral Mdtors
Accept ance Corporation, and (iv) the paynents Ram g made to Puget
Sound Leasi ng.

Section 166(a)(1) allows a deduction against ordinary incone

for “debt which beconmes worthless within the taxable year.” But
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for individual taxpayers, section 166(a) (and therefore section
166(a) (1)) “shall not apply to any nonbusi ness debt”. Sec.
166(d) (1) (A). Thus individual taxpayers’ nonbusiness debts are
not deducti bl e agai nst ordinary inconme under section 166(a)(1)
when they becone worthless. Instead, section 166(d)(1)(B) treats
an individual’s worthl ess nonbusi ness debts as short-term capital
| osses. Because we find that the advances were not debts, we
need not determ ne whether the advances shoul d be consi dered
busi ness debts (for which a deduction against ordinary income
woul d be allowed to Ram g) or nonbusi ness debts (for which a
capital |loss would be allowed to Ram g).

There is no bad-debt deduction wi thout a bona fide debt.
The regul ati ons define a bona fide debt as one “which arises from
a debtor-creditor relationship based upon a valid and enforceabl e
obligation to pay a fixed or determ nable sum of noney.” Sec.
1.166-1(c), Inconme Tax Regs. W determ ne whether a bona fide
debtor-creditor relationship exists fromall the pertinent facts.

Fi sher v. Conm ssioner, 54 T.C. 905, 909 (1970).

The Court of Appeals for the Ninth Grcuit, to which appeal
of this case will lie,' has listed the follow ng factors for

determ ni ng whet her an advance to a corporation gives rise to a

1Appeal of this case will be to the Court of Appeals for
the Ninth Crcuit, unless the parties otherw se agree. See sec.
7482(b) (1) and (2). We follow the Iaw of the Court of Appeals to
whi ch an appeal will lie. Golsen v. Conm ssioner, 54 T.C. 742,
757 (1970), affd. 445 F.2d 985 (10th G r. 1971).
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bona fide debt as opposed to an equity investnent: (i) the

| abel s on the docunents evidencing the (supposed) indebtedness,
(1i) the presence or absence of a maturity date, (iii) the source
of paynent, (iv) the right of the (supposed) |ender to enforce
paynment, (v) the lender’s right to participate in managenent,

(vi) the lender’s right to collect conpared to the regul ar
corporate creditors, (vii) the parties’ intent, (viii) the
adequacy of the (supposed) borrower’s capitalization, (ix)

whet her stockhol ders’ advances to the corporation are in the sane
proportion as their equity ownership in the corporation, (x) the
paynment of interest out of only “dividend noney”, and (xi) the
borrower’s ability to obtain |loans fromoutside | enders. AR

Lantz Co. v. United States, 424 F.2d 1330, 1333 (9th G r. 1970)

(citing OH. Kruse Gain & MIling v. Conm ssioner, 279 F.2d 123,

125-126 (9th Cr. 1960), affg. T.C. Meno. 1959-110). The list is

not exclusive. See Welch v. Commi ssioner, 204 F.3d 1228, 1230

(9th Cr. 2000), affg. T.C. Meno. 1998-121. And no factor is

determnative. See id.; see also John Kelley Co. V.

Commi ssioner, 326 U.S. 521, 530 (1946) (“There is no one

characteristic, not even exclusion from nanagenent, which can be
said to be decisive in the determ nation of whether the

obligations are risk investnents * * * or debts.”); AR lantz

Co. v. United States, supra at 1333 (“Wien a |l ower court has

overenphasi zed one of these factors, * * * [the Court of Appeals
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for the Ninth Crcuit] has consistently been disposed to
reverse.”).

1. The Ramigs Are Not Entitled to a Deduction for the

Unpaid Principal of the Purported Pronm ssory
Not es.

The Ram gs gave evidence of seven purported | oans from Ram g
to shoeS4Wwrk. They claima bad-debt deduction of $29,600 for
t he unpaid principal of the |ast four purported | oans Ram g nade
to shoeS4Wwrk. Those four purported |loans were: (i) the $15,000
purported | oan, nmade on July 20, 2001; (ii) the $6,600 purported
| oan, made on August 10, 2001; (iii) the $5,000 purported | oan,
made on August 13, 2001; and (iv) the $3,000 purported | oan, nade
on March 5, 2002.

The Ram gs have shown that John Rami g advanced the $29, 600
to shoeS4Wrk. They introduced cancel ed checks for the advances
from Ram g to shoeS4Wr k.

Havi ng concl uded that Ram g advanced the noney, we turn to
whet her those advances gave rise to a bona fide debtor-creditor
relationship. 1In doing so, we apply the factors |isted by the

Ninth Crcuit in AR Lantz Co. v. United States, 424 F.2d at

1333, and we conclude that the advances were an equity

i nvest nent . 12

12The Ramigs did not argue that--and thus we do not consider
whet her - -t he advances were deducti bl e other than as bad- debt
deducti ons.
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It is a sign of equity if the purported borrow ng

corporation is so thinly capitalized at the tinme of an advance

that a business | oss would nmaeke it unable to repay (the eighth

factor). Hardman v. United States, 827 F.2d 1409, 1414 (9th G

1987); Bauer v. Conmm ssioner, 748 F.2d 1365, 1369 (9th GCr

1984), revg. T.C. Meno. 1983-120. As the record does not reflect
shoeSAWsrk’s capitalization at the tine of the advances, we
consider this factor neutral.

Because of its financial condition, we believe shoeS4Wr k
was unable to get outside financing (the eleventh factor), which

suggests an equity investnent. See Am O fshore, Inc. V.

Commi ssioner, 97 T.C 579, 605 (1991) (citing Curry v. United

States, 396 F.2d 630, 634 (5th Cr. 1968)) (stating that it
suggests a bona fide debt if a corporation could have borrowed
nmoney from an outside | ender at the tinme of an advance); see al so

Segel v. Conmm ssioner, 89 T.C 816, 828 (1987) (“the touchstone

of economc reality is whether an outside | ender would have nade
the paynents in the sanme formand on the sane terns”). The

Ram gs did not present evidence that shoeS4Wrk coul d have
borrowed noney from outside | enders. Because of the Ram gs’
failure to produce such evidence, shoeS4Wrk' s failure to find
nore investors, and shoeS4Wrk’s failing financial condition, we
think it unlikely shoeS4wrk coul d have borrowed the noney from

an outside lender. This factor therefore indicates equity.
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The expected source by which shoeS4Wrk was to repay Ram g
(the third factor) suggests that the advances were equity. In

Am O fshore, Inc. v. Comm ssioner, supra at 602, we found that

t he source of paynents suggested the investnent was equity
because the parties appeared to expect repaynment only if the
purported borrower was financially able to do so and the

pur ported borrower showed steady | osses from operations al ong
with steadily declining inventory and assets. Here the parties
expected repaynent only if shoeS4Wrk raised nore capital. And,

as in Am O fshore, Inc., shoeS4Wwrk was on a downward track with

a history of steady | osses.
More inmportantly, the parties’ treatnent of the advances
suggests equity investnent. Equity participants take a

subordinate position to creditors regardi ng paynent on

liquidation: they get paid last. Hardman v. United States,
supra at 1413. So taking a subordinate position to other
creditors (the sixth factor) may suggest that the purported

Il ender is really an equity investor. See CVA Consol., Inc. v.

Comm ssioner, T.C Meno. 2005-16. The notes say neither that

they are senior nor that they are junior to other obligations.
But Ram g did not demand tinely repaynment and thus treated his
cl aimas subordinate to the rights of the creditors that were

paid first. See lInductothermlndus., Inc. v. Conmm ssioner, T.C

Meno. 1984-281 (finding that a simlar failure cast doubt on the
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original intent to create a debtor-creditor relationship), affd.
Wi t hout published opinion 770 F.2d 1071 (3d Cr. 1985). |If a
purported lender is to be paid interest out of only “dividend
noney” (the tenth factor), it indicates equity. And if the
supposed | ender subsequently fails to insist on the remttance of
i nterest paynents when due, it suggests that, at the tine of the
advance, the supposed | ender expected repaynent from so-called

di vidend noney. See Am O fshore, Inc. v. Conm ssioner, supra at

605. The Ram gs gave no evidence that shoeS4Wrk ever paid
interest or that Ram g ever requested that shoeS4Wrk actually
pay interest. “[A] true lender is concerned with interest.”

Curry v. United States, 396 F.2d at 634 (5th Cr. 1968). And

Ram g has shown no such concern.

Three factors point to characterizing the advances as debt
but are entitled to little weight under the circunstances.
First, it is a sign of debt if the docunents are enforceable (the

fourth factor). CMA Consol., Inc. v. Conm ssioner, T.C Meno.

2005-16 (citing Estate of Mxon v. United States, 464 F.2d 394,

405 (5th Gr. 1972)). But Ram g never tried to enforce the
notes, and three of the four notes for which the Ramgs claim
deductions are unsigned--calling enforceability in question.

Second, the purported prom ssory notes have fixed maturity dates??

BA “maturity date” is “The date when a debt falls due, such
as a debt on a prom ssory note or bond.” Black’s Law Dictionary
(continued. . .)
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(the second factor), indicating debt. See Hardman v. United

States, 827 F.2d at 1413. But Ram g and shoeS4Wrk conpletely
ignored the dates; we give this factor the sanme wei ght they did.
Third, the docunents’ labels (the first factor) suggest debt.

See id. at 1412 (stating that a debenture or note suggests debt).
But the | abels are nmere fornmalities chosen by Ram g, who was on
both sides of the transaction. Because the Ram gs have not shown
that these fornmalities ever had nontax significance, we give them
little weight.

Two remai ning factors point to debt. The parties’
expressions of intent (the seventh factor) suggest debt. But
such objective expressions of intent--as opposed to the parties’
true or subjective intent--are “generally not to be afforded

special weight.” AR Lantz Co. v. United States, 424 F.2d at

1333. Said another way, the objective expression of intent is
nmerely one factor in determning the parties’ true intent.
Second, the advances in question were not made in proportion to
Ram g’s equity interest (the ninth factor), which suggests debt.

Evaluating all the facts and circunstances, we concl ude that
t he advances were equity investnents, not |oans. As discussed

above, four factors point to equity investnment and five point to

3(...continued)
452 (9th ed. 2009) (defining “date of maturity”).



- 24 -
debt.* But the determination of debt or equity is no nere

counting of factors. Bauer v. Conm ssioner, 748 F.2d at 1368

(9th Cr. 1984). And as we have explained, here three of the
factors that indicate debt are entitled to little weight. Thus
the other two factors pointing to debt do not outweigh the
factors pointing to equity. W conclude that the Ram gs did not
show that the advances were bona fide debts and are therefore not
entitled to bad-debt deductions under section 166.

2. The Ram gs Are Not Entitled to a Deduction for
Paynent of Expenses by Credit Card in 2002.

The second category of purported debt for which the Ram gs
cl ai m bad- debt deductions for 2005 is for expenses Ram g paid by
credit card.®™ They claimthat although he did not make the
paynments directly to shoeS4Wrk, he incurred these expenses on
the conpany’s behalf and it agreed to reinburse him But they
of fered no docunents substantiating the agreenent to repay. And
al t hough there can be a valid debt between rel ated parties

“Wthout the formalities of a note”, see G een Leaf Ventures,

¥Qur di scussion does not address the fifth factor, the
purported lender’s right to participate in managenent, because we
do not have evidence of whether Ram g increased his managenent
participation because of the advances. See CMA Consol., Inc. v.
Comm ssioner, T.C Menp. 2005-16 (stating that an increase in
managenent participation suggests equity investnment). Thus this
factor is neutral.

1The Rami gs assert that they are entitled to a bad-debt
deduction for $11,331.40 of credit card expenditures purportedly
paid on shoeSAWwrk’s behal f. They have given evidence of only
$11, 273. 60 of expenses. See supra note 6.
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Inc. v. Comm ssioner, T.C Menp. 1995-155, as we expl ain bel ow,

the Ram gs did not show that a valid debt existed.

Several factors related to the purported arrangenent’s terns
indicate that the paynents were equity, not debt. First, there
was no repaynent date (the second factor), which suggests that
repaynment--if expected--was “tied to the fortunes of the

busi ness”, indicating an equity investnent. Hardman v. United

States, 827 F.2d at 1413. Second, if repaynent depends on
earnings or is to cone froma restricted source (the third

factor), it suggests equity. See CVA Consol., Inc. v.

Conmi ssioner, T.C. Menp. 2005-16; see also Calunet Indus., Inc.

v. Comm ssioner, 95 T.C 257, 287-288 (1990). Ram g testified

that shoeS4Wrk was to pay as “funds were available”, indicating
the paynents were equity. Third, “a true lender is concerned

with interest” (the tenth factor). Curry v. United States, 396

F.2d at 634 (5th Cr. 1968). And here we have no indication
Ram g insisted on--or for that matter even requested--interest,
i ndicating the paynents were equity. Fourth, the Ram gs have
failed to show that Ram g had a right to enforce paynent (the

fourth factor), indicating equity. C. Am Ofshore, Inc. v.

Comm ssioner, 97 T.C. at 603 (“A definite obligation to repay the

advance is an * * * [indicator] of a loan.”). Fifth, we do not
have docunentary evidence of Ram g’ s status in relation to other

creditors (the sixth factor). But again, by never demandi ng
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repaynment, Ram g effectively subordinated his rights to the
rights of other creditors, indicating equity. See id.

As wth the purported prom ssory notes, shoeS4Wrk’s
financial condition suggests an equity investnment. The Ram gs
gave no evidence that simlar |oans were avail abl e from outside
| enders (the eleventh factor), indicating equity.

Evaluating all the facts and circunstances, we concl ude that
Ram g and shoeS4Wwrk did not have a bona fide debtor-creditor
rel ationship regarding the credit card paynents. O the factors

listed by the Ninth Crcuit in AR Lantz Co. v. United States,

424 F.2d at 1333, only the ninth factor suggests debt: the
paynment of expenses by credit card was not in proportion to

Ram g’'s equity interest. See supra part |1.D.1. The remaining
factors, however, point to equity or are neutral.!® And although
the Ram gs cl ai m shoeS4Wrk repaid simlar past advances, they

did not give evidence--aside fromRam g s testinony--of either

¥The I ender’s right to participate in managenent (the fifth
factor) is neutral because, again, we do not have evi dence of
whet her Ram g i ncreased his managenent participation after the
advances. See supra note 14. The parties’ objective expression
of intent (the seventh factor), is also neutral. The only
expression of intent about these paynents is Ram g s testinony.
In Am O fshore, Inc. v. Commssioner, 97 T.C. 579 (1991), we
found that the taxpayer’s nere statenments that the parties
i ntended the advances to be | oans were not enough to persuade us
that this factor suggested debt. 1d. at 604. W do not have
evi dence of shoeS4AWork’s capitalization (the eighth factor). See
supra part I.D.1. And the first factor, the | abels on the
docunents, is neutral because there are no | oan docunents. See
Am O fshore, Inc. v. Conm ssioner, supra at 602.
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past repaynents or simlar past advances. Because they did not
show a genui ne debtor-creditor relationship, the Ram gs are not
entitled to a deduction under section 166.

3. The Ram gs Are Not Entitled to a Deduction for
Paynent to General Mdtors Acceptance Corporation.

The third category of purported debt for which the Ram gs
cl ai m bad- debt deductions is a debt, supposedly owed by
shoeSAWrk to the Ram gs, arising fromthe Ram gs’ purported
paynent of $2,500 to CGeneral Mtors Acceptance Corporation. The
only evidence that the paynent was nade was Ram g’'s testinony.

W reject his testinony for two reasons. First, no other
evi dence corroborates the testinony. Second, the Ram gs’ brief
contradicts the testinony. Ram g testified that shoeS4Wr k
bought a van to nake deliveries in the Portland area and that
after shoeS4wrk failed, he found out that he was responsible for
t he paynents and sold the van. He testified that the $2,500 is
the difference between “the anobunt that was due under the
purchase contract” and the sale proceeds. The Ram gs’ brief, on
the other hand, states that this paynent is related to a | ease.

Thus we conclude that the Rami gs did not pay the $2,500, and
the Ram gs have therefore failed to denonstrate the existence of

a bona fide debtor-creditor relationship.
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4. The Ram gs Are Not Entitled to a Deduction for
Paynents to Puget Sound Leasi ng.

The final category of purported debt for which the Ram gs
cl ai ma bad-debt deduction in 2005 supposedly arose from Ram g’ s
paynments to Puget Sound Leasing. Ram g paid Puget Sound Leasing
$2, 500 between Decenber 2002 and May 2005. The Ram gs cl ai mthat
he paid these anmbunts as guarantor of shoeS4Wrk’s equi prment
| eases.

Section 1.166-9, Incone Tax Regs., generally treats paynents
in discharge of part or all of a taxpayer’s obligations under a
guaranty agreenent as debts becom ng worthless in the year of
paynment. See sec. 1.166-9(a), Inconme Tax Regs. (applying to
agreenents nmade in the course of the taxpayer’s trade or
busi ness); sec. 1.166-9(b), Income Tax Regs. (applying to
agreenents not made in the course of the taxpayer’'s trade or
busi ness). The taxpayer nust, however, denonstrate that the
paynment was in discharge of an obligation as a guarantor. See

Br odsky v. Conmi ssioner, T.C. Menp. 2001-240.

The Ranmigs did not show that the $2,500 was paid to
di scharge an obligation as a guarantor. The cancel ed checks
substantiate that Ram g paid $2,500 to Puget Sound Leasing, but
not that he paid under a guaranty agreenent. Three of the
thirteen checks refer to shoeS4Wrk in the neno |ine, but the
notations are inconsistent wwth each other: one says “Loan to

SAW, one says “S4W, and one says “Paynent of S4W Lease”. And
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the Ram gs neither offered the agreenent into evidence nor
attenpted to explain its absence. Considering all the evidence,
t hey have not shown that the paynents were in discharge of an
obligation as a guarantor.

The Ranmigs are therefore not entitled to deduct the $2,500
paid to Puget Sound Leasing.
1. Penalties

A. Burden of Proof

The I RS has the burden of produci ng evidence that taxpayers
are liable for penalties. Sec. 7491(c). The IRS satisfies its
burden by producing “sufficient evidence indicating that it is
appropriate to i npose the relevant penalty.” H gbee v.

Conmi ssioner, 116 T.C. at 446. Once the IRS satisfies its burden

of production, taxpayers have the burden of persuading the fact
finder that they are not liable for the penalty. [d. at 446-447.
The taxpayer bears the burdens of production and proof as to
whet her an exception to the penalty applies. See id. at 446
(stating that the IRS “need not introduce evidence regarding
reasonabl e cause, substantial authority, or simlar provisions”).

B. The Ram gs Are Liable for the Accuracy-Rel ated Penalty
Under Section 6662(a).

Section 6662(a) inposes a penalty equal to 20 percent of the
part of an underpaynent attributable to (i) negligence or
di sregard of rules or regulations or (ii) a substanti al

understatenent of income tax. Sec. 6662(a) and (b)(1) and (2).
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The I RS determ ned that the Ram gs were liable for penalties
under section 6662(a). Because we find that the Ram gs’
under paynment is attributable to negligence or disregard of rules
or regul ations, we do not address whether it is also attributable
to a substantial understatenent of incone tax.

Negl i gence, for section 6662 purposes, is the |ack of due
care or the failure to do what a reasonably prudent person woul d

do under |ike circunstances. Hof stetter v. Comm ssioner, 98 T.C.

695, 704 (1992); Neely v. Conm ssioner, 85 T.C. 934, 947 (1985).

And negligence includes failing “to make a reasonable attenpt to
conply with the provisions of the internal revenue |aws”. Sec.
1.6662-3(b) (1), Inconme Tax Regs.; see also sec. 6662(c).

The IRS has net its burden of production for negligence.
The Ram gs had an unlicensed bookkeeper prepare their 2004 and
2005 returns, and when asked whet her he believed the returns were
accurate when he signed them-as self-prepared--Ram g testified
that he nerely assuned that they were accurate. He relied on his
bookkeeper and made no effort to verify that the returns conplied
with “the provisions of the internal revenue |l aws”. See sec.
1.6662-3(b) (1), Income Tax Regs. The Ramgs’ mnimal effort to
ensure conpliance is far | ess than what a reasonably prudent
person woul d do under |ike circunstances. Thus the I RS has given
sufficient evidence that it is appropriate to inpose the section

6662(a) penalty on the entire underpaynent for each year.



- 31 -

The section 6662(a) penalty has several exceptions. A
position with a reasonable basis is not due to negligence. Sec.
1.6662-3(b)(1), Incone Tax Regs. And no penalty is inposed on a
part of the underpaynent if the taxpayer (i) had reasonabl e cause
for and (ii) acted in good faith regarding that part of the
under paynent. See sec. 6664(c); sec. 1.6664-4, Incone Tax Regs.

The Ram gs have failed to prove that they are not liable for
the section 6662(a) penalty. And they have neither argued nor
of fered evidence that an exception excuses themfromthe penalty.
We therefore uphold the IRS s determ nation that the Ram gs are
liable for the section 6662(a) penalty of 20 percent of the
under paynments for 2004 and 2005.
[11. Summary

The Ram gs are entitled to deduct |egal expenses of
$6, 719. 43 for 2004 and $6,573.58 for 2005. They are not entitled
to bad-debt deductions for (i) the advances paid to shoeS4Wr k
related to the purported prom ssory notes because they failed to
show a genui ne debtor-creditor relationship; (ii) the credit card
expendi tures because they failed to show a genui ne debt or-
creditor relationship; (iii) the anount purportedly paid to

Ceneral Mdtors Acceptance Corporation because they failed to show
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that they paid the anount; and (iv) the anpbunts paid to Puget
Sound Leasi ng because they failed to substantiate that the
paynments were in discharge of Ram g’'s obligation as a guarantor.
The Ram gs are liable for the section 6662(a) penalty for
each year

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




